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PREFACE 


The current issue of BAYLOR BUSINESS STUDIES is 
a digest of the four principal addresses delivered before the Baylor 
Business Management Institute which met weekly from September 
20 to October 25, 1955. Except for two panel discussions, one 
by tax consultants and another by Commercial Bankers, this con- 
stitutes an abbreviated proceedings of the Institute. The topics 
covered four crucial areas of management. This Institute was 
another in the series of educational services of the Baylor School 
of Business offered to the business community, and reflects the 
Baylor philosophy that the University’s educational responsibility 
extends to the entire community as well as to the campus students ; 
that the university is and should be a lighthouse of learning to 
everyone within its reach. Each of the authors is an authority 
in his respective field, two representing business management, 
and two representing collegiate business education. Grateful 
acknowledgements are hereby made to each of the contributors. 


Atpon S. Lane 

Dean of Business School 

and Professor of Economics 
Baylor University 
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THE GENERAL FUNCTIONS OF MANAGEMENT 
BY 
H. N. Broom* 


Many people have an inaccurate picture of management, ob- 
tained perhaps from the comic strips. They do not understand 
that management is the specific, activating organ of a business en- 
terprise. Enterprise demands decision and action which can only be 
obtained through management. If management is so vitally neces- 
sary, one must ask what it really is. The answer is simple: Man- 
agement is the art of getting work done through others. It is also 
the science of administration. Another basic term which one should 
know the meaning of is “function.” A function is any activity es- 
sential to enterprise success and survival. 


From these definitions, it follows that general functions of 
management fall into two categories: (1) technical administrative 
functions and (2) leadership functions. The technical functions 
are (1) planning and decision-making, (2) organizing and staffing, 
and (3) controlling. The leadership functions are (1) delegating 
of tasks, (2) motivating of people to action, and (3) assuring a 
good work climate and, thus, good inter-personal relationships, 
which will make for effective business teamwork. If management 
performs its functions efficiently and effective business teamwork 
is obtained, then enterprise objectives will be attained. These en- 
terprise objectives properly are as follows: 

(1) Service to the public in the form of an uninterrupted flow 
of goods and services. 

(2) Earning of profits on operations. 

(3) Legality of operations. 

(4) Continuity of business life. 

Before examining the functions of management more closely, 
one might digress briefly to consider the question, “Is manage- 
ment a profession?” One authority has defined a profession as an 
occupation that possesses a definable public interest which is 
known and served; that has rigid standards for entrance; that 
is recognized by the public; that has a body of organized, scientific 
knowledge which is generally accepted and followed by its mem- 
bers; and, that usually, is basically concerned with services.! 


*Dr. H. N. Broom is Professor and Chairman of Management and Statistics, 
Baylor University. 
1An address to students and faculty of the Baylor School of Business, 
January 22, 1951, by W.-R. Spriegel. 
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Obviously, as yet, management does not quite qualify on all counts 
as a profession. In particular, it lacks rigid entrance standards 
and a precise code of ethics. Sometimes, managers are too much 
concerned with profits rather than services, and they are negligent 
in fulfillment of social responsibilities. 

A second digression may be permitted to inquire into the en- 
vironment in which managements must live and work. The 
characteristic features of this environment are as follows: 

(1) Mass production and distribution. 

(2) Specialization of products, processes, machines, and geo- 
graphic areas. 

(3) Decline of competition. 

(4) Growth of labor’s power to the point of challenging manage- 
ment’s prerogatives, on occasion. 

(5) Increase in governmental regulation. 

(6) Increase in public enterprise. 

(7) Increase in over-all capacity to produce. 

(8) Separation, in time and space, of producers and consumers. 

(9) Reduction of the total labor force to a wage status. 

(10) Loss by workers of artisan skills and ownership of the 
tools of production. 

(11) Use of machines and of electric power. 

(12) Advent of automation and of atomic power. 

(13) Consideration of tax impact in the making of managerial 
decisions. 

Time will not permit an elaboration of these environmental 
factors. Their importance in guiding and delimiting managerial 
action is obvious. Managers must do their work in the business en- 
vironment as it is, not as they would like it to be. 


Let us now look at the managerial functions more closely. First 
comes planning and decision-making. In this area, one finds the 
determination of company objectives, the formulation of policies 
designed for attainment of enterprise objectives, the designation of 
performance and cost standards and their incorporation in a budg- 
et (which will serve as a plan for future operations and as a basis 
for control), and the long- and short-range planning, governing 
company products, services, and processes. Even the daily decisions 
of supervisors on minor problems fall in this function area. Plan- 
ning is advance decision on, and systemizing of, a future course 
of action. It always culminates in the making of a decision. As 
such, it is the task of manager, not worker. The need of planning 
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and deciding is independent of company size and type of enter- 
prise activity. Planning must always precede action. 

The procedural steps involved in planning (and problem-solv- 
ing) are: 

(1) Determination of issues involved and of company needs. 

(2) Collection and analysis of all pertinent facts (insofar as 
time and cost pressures permit their obtainment). 

(3) Discussion thereof, including the tax impact of the pos- 
sible decisions, by the management team. 

(4) Decisions by the responsible executive. 

(5) Test by trial and error of this decision with modification 
into a final decision, when the management team is satisfied. 

(6) Announcement, as of a stated effective date, of the decision. 
Specific and concrete action to implement this decision must follow. 

The second general function of management is that of organizing 
and staffing. Organizing is the process of determining the amount 
of specific managerial activities required; of designing the mana- 
gerial set-up needed, including divisions, departments, and sections 
formally required; and of allocating functions to the different 
managerial levels and to the specific executives and supervsiors 
concerned. Organizing culminates in a formal statement of enter- 
prise structure in the form of an organization chart showing all 
management levels and jobs. A supporting organization manual 
shows the detailed functions of each executive and each supervisor 
on the management team. 

The objective in organizing is the setting up of a work team which 
can function efficiently and profitably. To accomplish this, chan- 
nels for the flow of authority and of up-and-down communications 
must be clearly stipulated, and balanced teamwork (in terms of 
actual personnel used) must be obtained. A business organization is 
a group of people who must work together efficiently to attain the 
common goals. 

Accordingly, staffing (or the choice of personnel to be utilized) 
is very important. It is the people in it that make or break a busi- 
nes organization. All the modern techniques of personnel selec- 
tion should be used in order to get a work team which functions as 
such. Cooperation is not enough; effective, coordinated teamwork 
is essential to enterprise success. 

To assure a good team, the organizer must follow the principles 
of good organizing. Among these are the following: 

(1) Men’s abilities should be exactly matched to predetermined 
job requirements. 
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(2) Span of control is a variable, depending on the supervisor 
and the scope of his specific functions. 

(3) Simplicity in organization structure is desirable, since 
chances for organizational friction increase much faster than the 
number of jobholders. 

(4) Delegation of authority should be matched at every level 
of management by definitely fixed, commensurate responsibility. 

(5) Responsibility should be fixed at the lowest level in the or- 
ganization at which competence exists to assume it. 

(6) Organizing an enterprise should include the grouping of 
homogeneous functions. 

In staffing in general, the organizer must look for able men. 
Minimum requirements should include: 

(1) Ability to understand, like, and get along with people. 

(2) Character (honesty and integrity). 

(3) Intelligence (primarily the ability to think creatively and 
to solve problems involving both things and people). 

(4) Ability to work hard for long hours, if necessary. 

(5) Competence in some area of knowledge. 

(6) Ability to see and to deal with managerial problems from 
the general manager’s point of view; that is, to consider issues and 
to act thereon in the interest of the enterprise as a whole rather 
than in terms of divisional and/or departmental interests. 

The third general managerial function is that of controlling 
operations. The sub-functions of control are order-giving, supervis- 
ing, and appraisal of results, followed by prompt, remedial action 
by management when results are significantly below par. 

Orders may be given in person or in writing. They may be ad- 
dressed to specific persons or to groups. They may be given in an 
authoritarian manner or put into the form of suggestions or ques- 
tions. Orders may be given as person-to-person statements, 
as notices on bulletin boards, or as standards, policies, shop 
rules, budgets, and standard operating procedures. The modern 
concept of good order-giving is one of democratic directing rather 
than one of autocratic ordering. 


Supervision is the activity of management concerned with the 


training and discpline of the workforce and with inspection, or 
checkup, to see that orders are carried out. 


Evaluation of operating results is the third step toward control. 


It embraces management, policy and employee relations audits, 
and an analysis of financial and operating results. Control is desired 
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in the areas of sales, costs, profits, output per man-hour, quality, 
labor turnover, accidents, employee morale, labor relations, and 
many other factors. The cornerstone of control is the budget in 
which accurately set cost and performance standards are incor- 
porated. Promptly issued cost and performance reports, showing 
actual, standard, and variance from standard in parallel columns, 
should go to all managerial and supervisory personnel concerned. 
Immediate investigation of the causes of significant variances, 
whether favorable or unfavorable, should be required. Remedial 
action by management should follow at once, to preclude a repeti- 
tion of bad results or to preserve and continue the good results. 
Promptness in carrying out this control procedure is very impor- 
tant. 

Similarly, control is achieved by issuing of financial statements, 
by ratio analysis thereof, by comparison of actual and standard ra- 
tios, by investigation of significant variances from standard, and by 
action to implement findings and to improve current results. Such 
is the control procedure, whatever the area of control. 

Turning now from technical administrative functions of manage- 
ment to its leadership functions, one must first seek a generally 
acceptable definition of leadership. Leadership is the ability to in- 
spire and influence others to give maximum effort and cooperation, 
willingly and voluntarily for the attainment of group objectives. 
Obviously this is essential to getting work done by others, which 
is the manager’s task. The leader may follow certain rules for 
getting things done through people; namely, 

(1) By being a good listener and a ready, accurate communica- 
tor. 

(2) By being considerate of others. 

(3) By using suggestions or requests to make your wishes 
known, and by being sure to give the reasons why. 

(4) By criticizing and reprimandining in private, but praising, 
when due, promptly and in public. 

(5) By studying subordinates and colleagues to find out 
what makes each “tick.” 

(6) By taking subordinates into plans and programs before 
decisions and commitments are made, and by soliciting their 
suggestions and assistance, giving them credit for ideas used. 

(7) By admitting your own mistakes promptly. 


(8) By building up and defending your subordinates from your 
superior. 
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(9) By always letting your subordinates know where they stand. 
(10) By expecting and tolerating some “griping.” : 

The first task of the leader is that of delegating functions to 
subordinates. Willingness and ability to delegate are distinguishing 
marks of an executive. He must put aside his feeling that he can 
do the task in question better than anyone else and delegate it; 
then he must follow through and actually entrust the task to anoth- 
_er’s doing. Delegate the leader must, or he will be buried in detail 
work to the exclusion of the performance of truly executive tasks. 

Good leadership also will motivate each and every follower to 
willing maximum performance. Here it is well to keep in mind the 
fact that most people respond to a clear challenge and that all take 
pride in accomplishment. Three factors can be used to augment 
such responses; namely, fear, a spirit of competition, and loyalty. 
Inter-departmental contests and awards may be used to develop a 
healthy rivalry aimed at better achievement of enterprise objectives ; 
competition with other concerns may also be used in the effort to 
motivate maximum performance. Loyalty to the company and to 
an immediate superior also facilitates the motivating task. It is won 
not by retention in service of an individual for a long time, but by 
fair treatment, satisfactory pay, provision of opportunities to ad- 
vance, and recognition of good work and/or good ideas. Also in- 
volved are the degree of job and old-age security felt by the worker. 
He must have a personal sense of belonging, or being on the team, 
as well. Such is the genesis of loyal, efficient teamwork. 


Thus, the third leadership function is necessitated. This is the 
creation of a good work-climate, which breeds loyalty, efficiency of 
teamwork, and good inter-personal relationships between all work- 
team members. Provision of good working conditions and adequate 
employee facilities constitute the first step in creating a good work- 
climate. Necessary also are adequate pay, fair treatment, prompt 
grievance handling, and good opportunities for advancement. A 
personal interest, sincerely felt and demonstrated on the part of 
the supervisor, will help greatly. Matching of men to jobs and 
congenial work teams also contrbute to a good work-climate. When 
ths good work-climate has been attained, loyalty, a sense of security, 
and efficient teamwork will result. 

Prosecution of its administrative and leadership functons some- 
times brings to management a problem for the solution of which it 
needs help. An alert, modern management will not then be afraid to 
call in management consultants. Their use is not an admission of 
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managerial failure, nor of incapacity, but rather an investment in 
cost reduction. Of course, the employing management must make 
sure of competent consulting service, else the fee paid may be a 
waste of money. A prominent management consultant has stated 
that nearly every concern in the United States could save at least 
ten per cent on its operating costs. And he pointed out that alert 
managements no longer called in consultants only when in trouble, 
but also, more and more often, to keep from getting into trouble.” 
Such a view greatly enlarges the service potential of the consultant. 

Management functions, as herein described, apply at all manage- 
ment levels. They also apply in all the organizational divisions of an 
enterprise. These are (for an industrial concern) ; 

(1) Production. 

(2) Purchasing. 

(3) Personnel and Employee Relations. 

(4) Sales. 

(5) Engineering. 

(6) Control. 

(7) Finance. 

(8) Office Services. 

(9) Public Relations. 

In a given managerial organization, various combinations are pos- 
sible, such as subordination of purchasing to production and com- 
bination of control and office services. Such combinations will be 
undertaken to fit the needs of the particular management. 
Conclusions 

(1) Good management is the key to business success and sur- 
vival. 

(2) Leadership and good human relations are vital elements 
in a good management program. 

(3) Management should know, understand and use all available 
tools of control. 

(4) Management’s world is changing, and so are its problems, 
but many executives are unaware thereof. 

(5) People make or break a business organization. 

(6) Managements can “invest in cost reduction” by using 
management consultants. 


2Bruce Payne, “A Program for Cost Reduction,” Harvard Business Re- 
view, Vol. 31, September-October, 1953, pp. 71 and 80. 
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A BUSINESS FIRM’S PUBLIC RELATIONS 
BY 
F. McCurpy* 


For purposes of this Management Institute address, public re- 
lations is defined as those activities of a government, corporation, 
union or other organization in building and maintaining sound re- 
lations with publics, such as stockholders, customers, consumers, 
or with the public at large; so as to better adapt itself to its en- 
vironment and better interpret itself to society. 

We all engage in public relations, either by chance greeting 
between two individuals on a crowded street, up to and including 
a formalized corporate public relations program. 

In business we are acquainted with the fact that, while the 
merchandise we have to sell may be well advertised, enticingly dis- 
played ; still, unless we are favored by public opinion, our business 
will fail. 

In our lifetime we have seen some marvelous changes and ad- 
vancements in all phases of our lives; democracy, technocracy, 
mechanism and automation. In our times man has learned to fly 
through the air like a bird; he has learned to swim in the sea like 
a fish; yet, he has never learned to live on the earth like a human. 

It is my opinion, that in our lifetime, we may well see a firm be- 
ginning, leading to the goal of correcting much age-old inhumanity 
to man. And, I would further predict that business and business- 
men will lead the way. This prediction is the more remarkable 
when you consider the course that business has taken through 
the ages. 

The first business deal I know anything about is described in 
the book of Genesis in the Old Testament. In this case Eve bought 
an apple and paid for it with her stock in the Garden of Eden; 
and if you and I sometimes think that our wives make some bad 
purchases, consider what Adam must have thought of this deal. 
Further along in Biblical days we are told that Esau bought a mess 
of pottage and paid for it with his birthright. And the business- 
man who engineered this deal must have had the heart of a used 
car salesman. Later on we read that a bunch of Indians bought a 


*Mr. W. F. McCurdy is Public Relations Director, Southwestern Territory, 
Sears, Roebuck and Company, Dallas, Texas. 
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jug of whiskey and paid for it with a chunk of real estate in New 
York. With these sterling examples before them and with knowl- 
edge that history has always pointed the finger of condemnation 
at the sucker and slyly winked at the vendor, it is small wonder that 
businessmen through the ages have embraced the position of 
“caveat emptor,” or “let the buyer beware.” 

In the beginning of the twentieth century however, we have 
seen some strange things taking place in the business world. We 
have seen a switch from “caveat emptor” to inherent honesty in 
business dealings. We have seen the advent of the honesty slogans, 
such as, “Honesty is the best policy,” “Satisfaction Guaranteed, or 
your money back,” etc. The early twentieth century shows the be- 
ginning of the end of the “pine boards,” the “slock houses” and the 
“fast buck boys.” 

In the past fifteen years, with basic honesty as the cornerstone 
of business, we have seen an even greater intercession and one 
which has had and will have a tremendous impact on our social 
and economic structures. For, in the past few years businessmen 
have come to realize that for a business to take just as much as it 
chooses out of an economy and in return to put back into that 
economy just as little as is necessary, is not only bad business 
morals—it is bad business. We have seen businessmen come to 
realize that business must account for its stewardship, not only on 
the balance sheet, but in matters of social responsibility. 

In their eagerness to engage in good citizenship programs, we 
have today almost as many different projects as we have businesses. 
Almost all of them worthy ones, of course. In my own company, 
Sears, Roebuck, we have four qualifications for citizenship proj- 
ects : 

No. 1 There must be a need. 

No. 2 The project must help others to help themselves. 

No. 3 The project must be administered through an established 
agency. 

No. 4 Insofar as possible, it should be self-perpetuating. 

Our first citizenship efforts were begun in the early 1900’s and, 
from the outset, our citizenship work was predominantly rural in 
its character. It has been our privilege and pleasure to work with 
state Extension Services, to include District Agents, County 
Agents, Home Demonstration Agents, the Future Farmers of 
America, the 4-H Organization and many others. Through the 
splendid cooperation of these groups we are encouraged to feel 
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that our projects, through the years, have had quite a bit to do with 
the up-grading of livestock, the diversification of agriculture in 
general, the improvement of the soil, the education of state home- 
makers, and the education of state farmers through our agricultural 
scholarship funds. 

In later years, our Sears-Roebuck Foundation has concerned it- 
self also with various urban and metropolitan projects, to include 
a plan for the establishment of Medical Practice Units in coopera- 
tion with the American Medical Association ; a $600,000.00 yearly 
corporate Aid-to-Education Program in conjunction with the 
National Merit Scholarship Corporation; a program to prevent 
neighborhood decay involving work with the Ameriacn Council To 
Improve Our Neighborhoods. We are encouraged here also to 
feel that our efforts in this direction will have a good effect on 
the health and welfare of communities, on the education of our de- 
serving young men and women, and will lead toward the preven- 
tion of slums in our cities. 

As previously stated, business must always strive for favorable 
public opinion through programs of enlightened self-interest ; 
since public opinion is, of course, best influenced by a program of 
good citizenship. 

These few remarks have expressed some of my thoughts concern- 
ing a business firm’s public relations and I thank you very much for 
listening to what I have had to say about it. 
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SALES MANAGEMENT AND SALESMANSHIP 
BY 
H. Cousins, Jr.* 


Selling is the key to our economy and our whole way of life. 
Webster defines selling as “giving or yielding and delivering into 
bondage,” perhaps a commentary on our current system of in- 
stallment buying. A better definition is “to make a sale by devices 
of salesmanship, to convince of desirability, to create demand, to 
justify a need, to make for prosperity, and to create higher stand- 
ards of living.” 

We may not have enough respect for salesmanship—American 
salesmanship. One hundred years ago 3 out of 4 Americans were 
required in agriculture; now only 1 out of 8—that’s salesmanship. 
The end of poverty is in sight. We have seen the proportion of 
families living at the bare subsistence level drop from 20 per cent 
to 12 per cent since 1930—that’s salesmanship. Wealth is more 
widely distributed than in any country in history with 70 per cent 
of Americans enjoying a high standard of living, and with 2/3 of 
our people in the great middle class—that’s salesmanship. There 
is more competition than ever existed before, anywhere, and that 
is salesmanship. The share of business being done by the largest 
corporations has changed little since 1930, but the number of en- 
terprises has risen from 3 million to 4 million in 25 years—that’s 
salesmanship. Hired management, which is more interested in 
profits for investment in research, tools, plants, capacity, and con- 
tinuity of the corporations, has replaced ownership in control of 
large corporations. That too is salesmanship. Selling is an Ameri- 
can idea with records not equaled anywhere in any civilization. 

Let’s look at the opportunities for selling—the American economy 
and its dramatic growth. In 1940 we had a population of 132.1 mil- 
lion, climbing, to 138.4 million by 1944, and to more than 162 mil- 
lion in 1954. It is estimated that by 1958 we will have 171 million 
people in this country. This represents a 32 million growth since 
1940—50 million by 1960. We have seen a 23 per cent growth in 14 
years, equal to a population twice the size of Canada. The additional 
population in this country every month represents a new market 
equal to the size of Oklahoma City or Ft. Worth. The 2 3/4 mil- 


*Mr. Walter Cousins, Jr., is Editor and Publisher of the Southern Pharma- 
ceutical Journal, Dallas, Texas. 
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lion people added annually in America equals a city one-third larg- 
er than Philadelphia. 

These figures represent people who, now and in the future, rep- 
resent markets. We have 65 per cent more children today than 
there were in 1940—50 per cent more between the ages of 5 and 9 
years. By 1960, half our population will be in the bracket from 12 
to 24 years old. Movement of population to suburban living has 
created new and important markets for new products. There has 
been a 146 per cent gain in suburban population, but only an 18 
per cent growth in the corporate metropolitan limits. 


Production is a selling opportunity. Our total production of 
goods and services, gross national products, has seen dramatic in- 
creases. In 1940 our total production was $202.1 billion annually. 
It increased at peak war production to $323.7 billion in 1944, and 
continued to climb in a peace time economy reaching $357.2 billion. 
Experts estimated that by 1958 we will mount to a $400-billion rate, 
actually equaling our per capita peak of 1944. President Eisen- 
hower has stated that the American economy can climb to $500- 
billion gross national product, expressed in dollars of the same buy- 
ing power as currently. If the economy achieves this goal by 1956, 
salesmanship will be the factor, because we know we can produce. 
However, we must have an increase in our standard of living 
amounting to a 50 per cent increase in the sale of goods and services 
if our economy is to attain a $500-billion gross national product. 
The $500-billion gross national product is possible if mass mil- 
lions of Americans change their habits, desires, motives, ideas— 
and, again, salesmanship must be the factor in those changes. 


The lay public believes that the automobile market is saturated, 
but the average age of automobiles on the road today is estimated 
at 6.6 years, 17 per cent of which are pre-war, while the average 
age of cars in 1941 was 5 and one half years. The industry be- 
lieves that the average age of scrapping cars is 14.3 years, and we 
have 6 and one half million pre-war cars on the road today. When 
the trend to suburban living and two-car family needs are added, 
plus population increases and natural new markets, the automobile 
industry offers bright selling prospects. It is interesting to note 
that there are more automobiles in America than there are mechani- 
cal refrigerators. 

We cannot sell the American market short. Opportunities are 
here, and they will be here as long as salesmen perpetuate these 
opportunities. 
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Salesmanship and sales management represent a great profes- 
sion. Emerson said, “Build a better mousetrap and the world 
will beat a path to your door.” Nobody really wants a better mouse- 
trap—at first. The United States Patent Office is probably loaded 
with patents on better mousetraps that have never been sold. Every- 
thing has to be sold, but salesmen and sales managers must be sold 
first. Salesmen are promoters—not with any stigma attached to the 
term—but they have to motivate, stimulate, encourage, and move 
forward wih dignity. Sales managers must stimulate salesmen by 
acting as starters or magnetos. The day of the ‘tough-guy’ sales 
manager is gone. A cracking whip is not indicated, and while en- 
thusiasm is a prime factor, pep rallies for salesmen are not 
enough. One of the fundamentals of sales management is to know 
and to know they know the difference between profitable and un- 
profitable customers. One of the worst leaks of business is over- 
servicing unprofitable customers, leveling out profits. It is possible 
to have too high a percentage of unprofitable customers—some 
estimates reaching as high as 50 per cent. A profitable customer is 
one who has a need to consume, who has the ability to buy, and 
who has the capacity to pay. These are the customers toward whom 
the attention of selling should be directed. Too many poorly guided 
salesmen fail to know the difference between prospects and sus- 
pects. Salesmen cannot be trained by experience alone, and direction 
must come from ability to distinguish between the occasional wind- 
fall sale, the surprise sale, and the solid opportunity to continue to 
sell. Most businesses indicate that 85 per cent of their volume 
comes from 15 per cent to 20 per cent of their accounts. 

Good sales management is delegation of authority and responsi- 
bility. 

A good salesman is not necessarily a good sales manager. The 
two positions are completely different. The sales manager must 
have specialized ability and training in management because the 
failure of a sales manager is extremely expensive in money and 
morale. The sales manager needs good human traits. He must be 
a well-rounded person. He needs to understand company and civic 
interests ; he must be generally attractive ; he should understand the 
profit system and have good personal interests, such as hobbies ; and 
he must reveal a willingness to retain intellectual humility. He 
should be completely informed through all avenues of communica- 
tion, reading especially his trade and general-business publications. 

Sales management has’ many new tools with which to work. 


fe 


18 BAYLOR BUSINESS STUDIES 


Market analysis—the who, what, when, where, and why of the 
business and industry in which a company participates—is a vital 
ingredient in today’s sales management. Our highly competitive 
system requires much going to stand still, and market analysis, 
no matter how simple, can relate where buyers are, who is selling 
to them, and where the best prospects are not the biggest customers 
or just one class of customers, but the people who can use a 
product or service to the mutual benefit of buyer and seller. Market 
analysis is the map for a sales manager’s operation. 

Other important tools of sales management are advertising and 
public relations. No sound selling program can operate without 
advertising, and it has to be integrated with the sales campaign. 

Nothing is more important to all of us than good selling, and 
we need to keep selling American enterprise. This is the only na- 
tion in which the atmosphere is extremely favorable to the Ameri- 
can system of selling. It has made America great. It is our ma- 
jor guarantee of freedom. 
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ANALYSIS AND INTERPRETATION 
OF 
FINANCIAL STATEMENTS 
BY 
Emerson O. HENKE* 


Business management and investors are two of the groups most 
basically interested in what financial statements disclose about a 
business. This discussion is directed primarily toward analysis and 
interpretation of statements primarily for managerial purposes. 


Since many persons serving in a managerial capacity are not 
fully acquainted with accounting principles and practices, it is 
first of all necessary to establish some understanding of the basic 
principles and conventions underlying statements as they are 
prepared by the reputable accountant. One of these underlying 
principles is conservatism which in effect means that where alter- 
nate presentations of a certain element of the business are almost 
equally correct, the more conservative method has been followed. 
Another doctrine guiding the preparation of financial reports is 
that of consistency, meaning that the same item is presented in 
a consistent manner from period to period in order to improve 
the comparability of data. The accountant also has taken the 
responsibility of disclosing any fact felt to have a material effect 
upon the outlook of the business. Thus, the four guiding principles 
of conservatism, consistency, disclosure, and materiality can be 
relied upon as underlying implications of any properly prepared 
financial statement. 

The accountant is also bound by certain conventions in the 
presentation of financial reports. For the most part, these con- 
ventions have risen out of a recognition that financial statements 
cannot be made up entirely of objective facts. Certain conven- 
tions have also had to be worked into the statement data for the 
sake of providing for more uniformity among such reports. Per- 
haps the most important of these is the realization convention. 
It provides for the recognition of revenue at the time it is realized 
in cash or some other asset that will, under normal circumstances, 


*Dr. Emerson O. Henke is Professor and Chairman of Accounting, Baylor 
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be converted to cash over a short period of time. Thus revenue 
from the handling of merchandise is recognized when the mer- 
chandise is exchanged for cash or receivables. No attempt is made 
to recognize the incremental revenue which might occur as mer- 
chandise is acquired, is partially manufactured, or is placed in 
the finished stockroom. In a sense, each of these operations is 
partially responsible for the over-all profit of the business unit; 
but to recognize it at those points would introduce a subjective 
element into the statements and, therefore, is ruled out by the 
accountant. 


Another convention which the reader of the statement must 
recognize as an underlying factor is that of the going concern 
concept of valuation. This convention provides for valuation of 
receivables at approximately their cash realizable value and other 
non-cash current assets at cost or cost of market, whichever is 
lower. Fixed assets under this convention are valued at cost or 
cost less depreciation in the case of depreciable assets. Thus, it 
should be recognized that the net worth which is the result of 
subtracting liabilities from these assets is not an indication of 
what could be realized from the liquidation of. the business unit. 
Indeed a most valuable asset in the form of goodwill may have 
been acquired through years of effective operations and thus, 
having not been purchased, would not appear on the statements. 
On the other hand, in a forced liquidation considerably less might 
be realized from the sale of fixed assets than the value reflected 
for them on the statements. 


In the preparation of finacial statements every effort is made to 
match costs with the revenue they produce. This convention arises 
out of the fact that management and other interested parties want 
to know the progress of their operations by periods rather than 
for the life of the business. Expenditures which extend across 
the end of periods thus need to be allocated in such a manner that 
they are matched as nearly as possible with the revenue which they 
help produce. 


From the preceding discussion, it becomes apparent that financial 
statements must be recognized to have certain limitations. The 
data which they present is not a complete picture of all operational 
aspects of the business. Furthermore, a substantial number of the 
“objective” facts presented in financial statements are determined 
by established accounting conventions. The necessity for guiding 
principles points up the fact that judgments also enter into the 
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presentation of the financial data. Another limitation which must 
be recognized in intelligently reading financial statements is the 
price level change which has occurred during the last twenty years. 
The value of the dollar has depreciated so much over this period 
that one must recognize its implications for the statement data. 

Having recognized the above mentioned basic factors underlying 
the financial statements and having noted some of the limitations 
of statement data let us turn our attention to what might be termed 
the basic question involved in statement analysis for managerial 
purposes. It might be stated thus: “Is probable profit the best that 
can be achieved within the operational limitations?” If such is 
not felt to be the case, a second question distinctly managerial 
in ‘nature arises; namely, “What can be done to improve the 
profit probabilities?” In answering these questions, needless to 
say, both long and short term aspects must be considered. 


From the preceding paragraph it must be gathered that the most 
important instrument for the purpose of managerial analysis is 
the income statement. In the business world the ability of a busi- 
ness unit or any asset to earn a profit is the fundamental determi- 
nant of value. Thus, it is quite natural that such emphasis should 
be placed on the operating statement. In this approach to analysis, 
the balance sheet then becomes largely a statement of residuals 
representing the owner’s equity reflected on a going concern basis. 
Another thing that the reader of financial statements must keep 
in mind is the fact that the only real interest in the historical 
financial data lies in their indications for the future. What has oc- 
curred in the past cannot be changed, but managerial action can 
change the anticipated future results. Thus, the analyst is in 
reality projecting past experience into anticipated future results, 
based upon a continuation of the present operating practices or, 
perhaps, a modification of these anticipated future results coming 
from known changes in the operational picture. 

How then is the analysis carried through? Fundamentally, the 
process involves intelligent reading of the statements plus a con- 
sideration of various relationships reflected in the financial data. 
In this phase of the work comparisons are generally first made 
on a horizontal basis, that is, by observation of the same item over 
a series of periods. Comparative statements together with trend 
computations can be used to facilitate these observations. In 
preparing the data for analysis purposes it is well to eliminate the 
less significant digits of all numbers. Cents in all cases should be 
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eliminated and perhaps the last two or three of the dollar digits 
can be omitted. Care must be exercised to use a fairly normal year 
for the base in computing trend figures. 

Common size statements are often prepared to help the analyst 
to visualize the vertical relationship within statements and the 
changes in those relationships over a series of periods. This 
device is particularly helpful in interpreting the income statement 
data. The relationship of each item in the statement to sales is 
brought out by reflecting sales as the base of 100 per cent. Net 
profit and each item of expense can then be reflected as a portion 
of 100 per cent. From such a statement the reader can easily deter- 
mine what part of the sales dollar is being used to buy merchandise, 
promote sales, and carry out each of the other functions of the 
business. Relationship changes within this statement can quickly be 
disclosed by comparing the common size data horizontally. Often 
this part of the analysis becomes the basis for judging the effective- 
ness of a known change in operational policy. In other instances, it 


can become the basis for a decision to embark upon a new plan or a 
modification of an old one. 


A third type of comparison is developed by computing relation- 
ships between particular items appearing in the statements for a 
given period. Such ratios are then compared with the same data 
in previous periods. Since space does not permit the consideration 
of all of these analyzing devices, let us consider the calculation 


and meaning of some of the more important ones and briefly men- 
tion certain others. 


The first group which we shall consider relates primarily to an 
evaluation of the short term financial position of the company. 
Perhaps the most common relationship to be computed here is the 
current ratio which gives a general indication of the current 
debt-paying ability of the company. It is calculated by dividing 
current liabilities into current assets. This ratio, however, should 
be considered as only a starting point in the current position 
analysis. The flexibility provided by adequate working capital is 
an important key to effective operation but the current ratio does 
not disclose all that the analyst should know to make his decision 
as to the adequacy of working capital. He needs to know more 
about the liquidity of the individual elements of working capital 
to form a sound opinion. Thus, the current ratio must be supple- 
mented by a computation of the receivables turnover and the in- 
ventory turnover. The receivables turnover is calculated by divid- 
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ing sales on account by the average balance in the receivables ac- 
count. Cost of sales divided by the average inventory will give 
the number of times the merchandise turns over during the year. 
A decreasing number for either of these means that these assets are 
becoming less liquid and the possible implications of such an obser- 
vation should be considered and examined further. Other computa- 
tions relating more specifically to the short term analysis are the 
acid test ratio, working capital turnover, and the relationship of 
operating profits to operating assets. 

In studying the long term financial aspects of a company, the 
important relationship of debt to equity capital can well be used as 
a starting point. The extent of trading on the equity is an im- 
portant consideration in determining whether the firm is pursuing 
a conservative or speculative plan of financing its operations. The 
tendencies here can be noted by observing the percentage of total 
capital provided by long term debt compared to that provided by 
the owners. Another observation that can be made in connection 
with this aspect of the business is the number of times fixed 
charges for interest has been earned. This is an indicator of the 
margin of safety represented by past operating results. Earnings per 
share on common stock and the rate of return on the common 
stock investment over a period of years are also significant indi- 
cators of the long term implications for the business. Relating 
operating profits to operating assets, depreciation to total assets, 
and assets owned to those rented can help to broaden the analysis 
and interpretation of the long term outlook for the company. 

Having critically surveyed the data found in the financial state- 
ments, management should then turn to a consideration of the 
factors which cannot be disclosed in the statements. The over-all 
findings should be summarized, judgment should be applied, and 
positive managerial action should follow the course indicated by 
the reasoned results. 
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